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In continuation of a student project initiated in the 
last quarter of academic year 1968-1969, the editorial staff 
of the Management Quarterly is pleased to present to its 
readers a number of course work papers submitted by students 
at the Naval Postgraduate School. The three papers were 
selected for their excellence in terms of broad-based appeal, 
readability, and informative value. 
Historically, candidate papers have been solicited from 
within the Operations Research and Administrative Sciences 
Departments. In quarter III, 1975-1976 an effort was made to 
broaden the selection of papers by including candidate work 
from the Department of Government. The current editors be-
lieve that all Departments of the Naval Postgraduate School 
should have the opportunity to have student papers considered 
for publication. In keeping with this belief, readers will 
find included in this issue a paper submitted by a group of 
civilian students enrolled in a program at the Navair Execu-
tive Institute, Point Mugu. This expanded approach to the 
Quarterly, in the opinion of the editors, will benefit the 
readers by providing a broad spectrum of interesting topics 
within or related to the general field of military management. 
In order to ensure a continuous input of student papers 
to the editorial staff, a Student Mail Center box (SMC 1499) 
has been designated for Management Quarterly use. Submission 
by faculty members of suitable midterm papers, research work, 
and term project reports will be accepted at any time. We 
also believe that the Quarterly offers students the unique 
opportunity to have their research efforts recognized, and we 
invite those students who feel that their recent academic 
efforts might be of interest to others to provide the edito-
rial staff with a copy of the work involved. 
The papers presented herein are all very topical. Harvey 
B. Lemon's "Family Housing and its Management in the Navy 11 
provides some interesting insights into future prospects for 
family housing as well as detailing the story of how the Navy 





topic of primary concern to the military manager is the con-
cept of how to properly motivate subordinates to accomplish 
given organizational objectives. Theodore E. Elsasser, et al 
discuss in their paper,"Performance Evaluation in the Federal 
Government",the important impact of performance ratings on 
motivation. Once organizational objectives have been deter-
mined, measurement of performance or degree of attainment of 
those objectives can only be accomplished by establishing 
suitable standards of measurement. In the final paper pre-
sented herein, "PSRO: Last Chance for Responsible Action in 
the Private Sector", Vernon Peters discusses the medical 
profession's attempt to accomplish peer review through a system 
of Professional Standards Review Organizations (PSRO's). 
We wish to thank all faculty for their cooperation and 
assistance in identifying papers for possible inclusion in 
the Management Quarterly. We are particularly thankful to 
Lieutenant Commander R.W. Sagehorn, U.S. Navy; our advisor, 
Commander J.T. Fleming, U.S. Navy; Lieutenant Commander J.D. 
Monza, U.S. Navy; and the Staff of the Administrative Science 
Curricular Office for their invaluable encouragement and 
assistance. 
The views expressed in the Management Quarterly are those 
of the authors exclusively, and in no way reflect the attitude 
of or endorsement by the Department of Defense, Navy Department 









AND ITS MANAGEMENT IN THE NAVY 
By Ha4vey B. Lemon 
Hou6ing i6 06 inte1Le6t not only to milita4y 
manage46 64om the management 6tandpoint, but 
al6o to all milita1Ly pe1l.6onnel 6Aom a eon6ume4'6 
point 06 view. The authoA tAaee6 the hi6to1Ly 
06 the p4ovi6ion 06 hou6ing 6Aam a MajoA 
Gene4al'6 eove1Led wagon6 in 1192 to the p4e6ent 
6y6tem 06 milita1Ly owned and eont1Lalled 6amily 
hau6ing unit6. The detailed 6y6tem 06 manage-
ment 06 6amily hou6ing i6 al6o outlined and the 
autho4 eonetude6 with an in6ight into what the 
6utu1Le may hold in thi6 6en6itive a1Lea. The 
autho1L'6 idea6 p1Le6ent item6 601L eon6ide1Lation 
by atl milita1Ly pe1L6onnel. 
Thih pape1L wa6 p1Le6ented to CVR John C. Tibbit6 
a6 pa4t 06 eou1L6e AequiAement6 0oA Financial 
Management in the Navy (MN 4154). 
The. Ed,U:o1L6 
I. INTRODUCTION 
Within the $113 billion that will be appropriated by the 
Congress for the FY 77 Defense Budget, about one percent of this 
amount, or $1.2 billion, will be separately identified and 
appropriated for the Military Family Housing Program. Despite 
its relatively small size, this program will directly affect a 
large number of military personnel. A study by DOD in 1974 
indicated that approximately 250,000 enlisted personnel, repre-
senting nearly 24% of all married enlisted personnel or 13% of 
all enlisted personnel, were residing in adequate military quarters. 
Similarly, approximately 98,000 officers, representing some 37% 
of all officers, were occupying adequate military quarters. 1 
L~eutenant Ha4vey B. Le.man, CEC, u. S. Navy, Aeeeived hi6 B. S. 
deg4ee in Civil EngineeAing 61Lom BAown UniveJUiity in 1967. He 
i6 eu41Lently a candidate 001L the M. S. degftee in Management at 
the Naval Po6tg1Laduate. School . 
1 
administration on a de f ens e wide basis.17 
In addition to appropriated funds, which are the primary 
source of funds, there are also reimbursements from housing 
rentals and from disposals of excess family housing 
property. Reimbursements are utilized within the FHMA to 
defray expenses of the rental units or for payment on debt 
retirement. Other collections, such as those to cover cost 
of occupant caused damages, are not reimbursed but deposited 
to a Treasury miscellaneous receipt account. 0 
Within the Nav y , th e Secretary of the Navy has assigned 
the Assistant Secretar y of the Navy (Installations and 
Logistics) with responsibility for family housing. Some of 
ASN (I & L) functions are to direct actions of the Chief of 
Naval Opera t ions (CNO) and the Commandant of the Marine Corps 
(CMC) regarding family housing; to approve programs and 
projects recommended by the CNO; and to approve legislative 
proposals. ASN (Manpow er and Reserve Affairs) evaluates the 
effectiveness of the f amily housing program with respect to 
morale and welfare. CNO recommends to ASN (I&L) annual 
legislative proposals, programs, and projects for construc-
tion and leasing, and acts as program sponsor for the Navy. 
CMC performs similar functions for the Marine Corps as 
CNO does for the Navy, and also develops the Marine Corps 
Five Year Defense Plan (FYDP) and annual budget requirements. 
In addition, the CMC administers family housing in accordance 
with the same principles, standards, controls, cost accounts, 
and reporting systems as applied by the CNO to the Navy. 
NAVFAC provides staff and advisory service to the CNO, 
and develops and justifies for CNO the Navy FYDP and budget 
requirements for family housing. In addition, NAVFAC acts O 
as program administrator, has custody of the plant account, 
monitors occupancy, executes domestic and foreign leases, 
effects approved disposals, and performs periodic inspections.1 8 
Housing Management Centers, or HMC's, are established 
within four of the geographically located NAVFAC Engineering 
Field Divisions (EFD), with responsibility for activity 
support alligned with the major claimants. HMC's are 
located at EFD's in Norfolk for support to CINCLANTFLT and • 
CINCUSNAVEUR; in Pensacola for CNET and CHNAVRES; in Honolulu 






based major claimants. 
The Congressional Budget and Impoundment Control Act 
of 1974 requires the submission of authorization requests 
for family housing for the following two years in addition to 
the budget for the current year. This budget submission 
and cost projection for two years is requested of the field 
activity by the HMC in March, for submission to the HMC in 
May. The family housing budgets provided by the field 
activities are based on historical costs, projected 
occupancy rates, the projected number of housing units and 
other property that must be maintained, and the projected 
cost of utilities and other operating services. The HMC 
reviews and consolidates these submissions and forwards them 
to NAVFAC. At this point it should be noted that in 
developing and executing the budget there are strict cost 
limitations which cannot be exceeded at various levels of 
management approval. When minor construction, improvement, 
or repair work is expected to exceed these limitations, 
the activity must submit these items for special project 
approval (See Figure 2) . 
The housing budget submission interfaces with the 
overall DOD Planning, Programming and Budgeting System in 
that each service secretary submits to OSD a Program 
Objectives Memorandum (POM) which explains how the service 
intends to spend funds in the budget year, and projects 
expenditures within the fiscal guidance for the next four 
years. Family housing budget requests and projections are 
integrated into the overall Defense planning process and 
budget submission, as informally illustrated by Figure 3. 
The distinction should be noted here between the 
appropriation process of funding with resultant Treasury 
accounts, and this planning system which identifies those 
future expected resources under the major heading, "Program 
Br Training, Medical and other general personnel activities", 
and specific program elements such as 8 BO 11 N Family 
Housing - Defense, with CNO Op-04 the sponsor.19 
Funding in support of station operation and maintenance 
effort for family housing functions is covered by the issuance 
of a reimbursable Work Request (Navcompt Form 140) by the 
HMC controlling the allotment for the activity. This reimburse-
ment form is accepted by the activity and processed in 
accorda nce with reimbursement accounting procedures. In the 
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construction, funding is authorized by a Request for 
Contractual Procurement (Navcompt Form 2038). 
Accrual accounting is used as the basis of accounting 
for operations and maintenanc 26 in conformity with Resource Management System procedures. Accrual accounting is a 
recognized method of accounting in which revenues are 
recorded when earned, rather than when cash is collected, 
and expenses are recorded when incurred, rather than when 
the required cash is paid. 
Costs are accumulated by detailed cost account. Cost 
classifications are identified as "Categories of Housing", 
"Elements of Costs", and "Line items/Cost Accounts". The 
Categories of Housing refer to the asset classification, 
that is, one of the categories such as Capehart, or Public 
Quarters after 1970, etc. The Elements of Costs classify 
the costs by civilian labor, military labor, material, 
equipment, utility and services. The Line items/Cost 
Accounts further subdivide the costs to be charged by such 
things as cost of operating the housing office itself, 
specific services, and service calls as distinguished from 
routine maintenance. Detailed information is provided by 
Navy Comptroller Manual. 
Field Cost reporting is accomplished by the Housing 
Cost Report within each DOD component. Data from these 
reports must be accumulated and reported annually to ASD(C), 
with the costs additionally being sorted and summarized into 
Continental U.S., U.S. overseas, and Foreign areas. A 
similar report is also submitted, specifically collecti~i 
costs on Flag and General Quarters for the fiscal year. 
With inputs from the local activity and HMC's, there 
are several automated reports prepared by the Facilities 
Systems Office (FACSO), Port Hueneme, California, for the 
Navy's Family Housing Management Informa~ion System. These 
reports assist management at various levels, and provide 
information on budget execution, utility consumption and 
costs, comparison of total costs to zone averages, and 
operation and maintenance costs by cost element and category 
of housing. 
In summary, the financial management of family housing 
is a separate entity, with strict policy and limitations set 
forth by the Secretary of Defense for all DOD components, 
planned and programmed by each component, and collectively 
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IV. FUTURE CONCERNS FOR FAMILY HOUSING 
Having outlined the historical development, and having 
discussed the management system for family housing, mention 
should be made of recent cost trends and future concerns. 
Of the $1.3 billion DOD budget for family housing, about 
$100 million is for construction, $150 million is for debt 
payment, and by far the largest share, some $1 billion is 
for operations and maintenance. As was previously noted, 
there has been a leveling off of new construction as the 
overall deficit of adequate housing has been reduced to a 
manageable level. Also, debt payments have been relatively 
stable. Of great concern in recent years has been the 
increased costs of operation and maintenance. Within the 
Navy, these trends are illustrated by Figures 4,5, and 6. 
As can be seen in figures 5 and 6, the costs of 
operations, and particularly utilities, have doubled in the 
past three years. Yet, because family housing tenants are 
entitled to quarters on the basis of BAO forfeiture, these 
increased costs had to be absorbed within the budget. By 
comparison with management of similar housing under HUD, 
NAVFAC is aware of a tendency by the tenant, to consume 
about 20% more energy when the tenant does not pay directly 
for utilities.22 Consequently there has been an effort by 
housing management to promote utility conservation by voluntary 
programs by the occupants, to consider possible involuntary 
programs, and to improve unit efficiency. 
Changes to new construction criteria have been sensitive 
to energy conservation. This has been reflected by increased 
emphasis on site selection to reduce commuting distance, and 
the construction in recent years of two-story townhouses which 
have a~~% reduction in heat gain/loss over the one-story 
duplex. 
The Navy is also interested in potential savings due to 
conversion to solar heating. In March 1976 NAVFAC announced 
that sixteen family housing units will be retrofitted with 
solar heating systems; four units in New Orleans, four in 
Charleston, three at Twenty Nine Palms, three at San Diego, 
and two in New London. 
The impact of increased operating costs is also of 
concern since funds previously planned for maintenance are 
funds which pay for the unplanned costs of utilities. In 
June 1975, DOD estimated that $85 to $95 million would have 
15 
FIGURE 4 
BREAKDOWN OF FHMA, D, FUNDING FOR NAVY, INTO THE THREE 
MAJOR FUNCTIONAL CATEGORIES: O&M, DEBT PAYMENT, AND CONSTRUCTION 
TOTAL (in millions$) OPERATIONS 
FISCAL AND DEBT CONSTRUCTION 
YEAR MAINTENANCE PAYMENT TOTAL NEW IMPROVE 
1977 236.7 32.8 76.7 38.2 42.0 
1976 201.7 32.9 92.6 51.2 41.4 
0 
1975 158.2 32.1 123.9 103.9 20.0 
1974 138.0 31.6 96.5 85.6 10.6 
1973 118.6 32.0 128.2 119.1 9.1 
1972 99.8 32.2 115.3 107.1 8.2 
1971 86.0 31.6 94.7 87.8 6.3 
1970 79.3 27.4 51.1 46.6 4.5 




BREAKDOWN OF OPERATIONS AND MAINTENANCE CATEGORY OF 




YEAR TOTAL* OPERATIONS MAINTENANCE LEASING 
1977 236.7 121 •. 8 95.6 19.3 
0 1976 201.7 96.3 87.7 17.7 
1975 158.2 77.9 69.0 11.3 
1974 138.0 63.0 65.3 9.8 
1973 118.6 52.5 54.8 11.2 
1972 99.8 45.5 47.2 7.1 
1971 86.0 39.6 41.7 4.8 
1970 79.3 37.0 38.1 4.2 
1969 75.3 36.9 34.6 3.9 
1968 69.6 34.5 31 . 3 3.8 
1967 65.6 33.9 28.7 3.1 
*Total may not add due to rounding 




AVERAGE OPERATIONS AND MAINTENANCE COSTS PER UNIT 
FY 74 FY 75 FY 76 FY 77 
Average number 'I 
of units 69,800 73,011 75,435 78,886 
Management $ 154 $ 154 $ 169 $ 186 
Services 91 101 116 130 0 
Utilities 583 731 900 1,041 
Furnishings 74 79 90 185 
Misc. 1 2 2 2 
Total Operations $ 903 $ 1,067 $ 1,277 $ 1,544 
M & R Dwelling 758 730 903 934 
M & R Ext. Util . 73 92 110 113 
M & R ORP 100 120 138 154 
Alter/Add 4 2 11 11 
Total Maintenance $ 935 $ 944 $ 1,162 $ 1,212 
Ops. and Maint. $ 1,838 $ 2 , 011 $ 2,439 $ 2,756 . 
0 




to be transferred into the ope 2ftions category by deferring planned maintenance. 
Just as increased operation and maintenance costs 
for government owned family housing have increased, so 
have the costs of leased housing. The problem here is 
that there are limits set in the various public laws 
that govern domestic and foreign leasing of housing. 
As the lease costs go up, the Navy, for instance, must 
present recommendations through DOD to Congress to have 
these limits raised. For example, the Navy is proposing 
to increase the average/maximum monthly costs per unit 
from $295/$365 in Hawaii and Alaska, and $235/$310 in 
Guam to $410/$500 in all three areas for FY 77. Within 
the continental U.S., rising leasing costs have prompted 
the reconunendation of $27M39o.25 
Family housing costs can be roughly compared with 
costs of similar housing in the civilian community. The 
following are weighted averages of costs of renter and 
homeowner shelter, furnishing, an~
6
household operations 
for a four-person family in 1974; 
mean mean mean 
lower middle upper 
income income income 
total budget $9,320 $14,446 $20,883 
housing ex12ense $1,847 $ 3,301 $ 4,978 
% of budget 19.8% 22.8% 23.8% 
While these figures are not completely comparable to the 
Navy yearly operation and maintenance costs per unit, 
depicted in Figure 6, they do suggest that Navy housing 
costs are lower than those housing costs for a middle 
income family. 
A broad review of the military bachelor and family 
housing programs and related compensation policies was 
directed by the Secretary of Defense and the Director, 
Office of Management and Budget in September 1974, and a 
draft report was completed by November 1975. The study 
estimated total DOD housing costs to be approximately $4 
billion in 1974, and a projected $6.4 billion in 1980. It 
19 
was also found that housing and related compensation 
policies effect significant inequities among military 
personnel, with one of the several factors being the 
cost difference between public quarters and an identical 
unit in the community. Some of the recommended revisions , 
to the current housing policies were to install meters 
and charge tenants for utilities consumed in family housing; 
to limit maintenance service performed without charge to 
tenants of family housing; and to convert military housing 
to a fair market rental (FMR) system. The FMR system 
envisioned would permit optional occupancy of quarters, 
except for certain military requirements, and would require 0 
that personnel pay rent for quarters occupied. It was 
estimated that with the continuation of the dual-rate BAO 
structure, reductions in total cost would be $480 mi¼;ion 
for FY 1974 and a projected $1.2 billion in FY 1980. 
That significant changes are about to occur in the 
concept and management of family housing is evidence by 
recent remarks by the Secretary of Defense in his report 
to the Congress on the FY 1977 Budget: 
Due to the impact of inflation, the costs 
of constructing, operating, and maintaining 
government-controlled family housing has 
outstripped the funds recovered from the 
quarters allowance forfeited by occupants 
of this housing . This gap is expected to 
widen. The disparity between the cost and 
value of government-controlled family 
housing and equivalent housing in the 
private community have created inequities 
within the military compensation structure. 
Only about 30 percent of military personnel 
with dependents , occupy government-controlled 
family housing. 
In order to remove the compensation inequities 
caused by housing policies, the decision has 
been made to develop a concept of renting 
public quarters at fair market value. Develop-
ment of this concept plus other refinements 
are contained in an in-depth study of the 





refinements to the bachelor housing program 
as well. Approva1 of the development plan 
and subsequent implementation steps will be 
preceded in FY 1977 by proposed adjustments 
to the compensation system.20 
In later remarks in the same report, concerning the 
new method of equal allocation of pay increases to quarters 
and subsistence allowances as well as base pay, the 
Secretary saia: 
The savings will be achieved in two ways: 
(1) the lower rates of basic pay will reduce 
retirement costs, and (2) military members 
who are furnished government quarters and 
subsistence in-kind in lieu of the corresponding 
cash allowances, in effect will be paying more 
realistic prices for those items. 29 
Continuing on, the Secretary also mentioned that other 
proposals to restrain further manpower cost growth include 
"conversion to a fair market rental system for on-base 
military housing in 1984, achieved by allocating a gr 3gter portion of future pay raises to quarters allowances." 
In summary, if indeed the FMR system is fully implemented 
by 1984 as is proposed, and if occupancy is voluntarily 
optional, then DOD family housing will have to compete with 
the alternative choices of housing in the conununity where such 
housing exists, and military family housing will have ex-
perienced yet another metamorphosis. 
21 
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IN THE FEDERAL GOVERNMENT 
by 
The.odo1r.e. E. EUCU.6e.Jt. 
Le.e. V. Mabee. 
U1r.ban J. Touche.Jr. 
J a.me..6 F. Tha.le.1r. 
Howa.1r.d W. Rowe. 
Ra.lph W. Sc.hne.ide.1r. 
Kenne.th M. Sue..6.6 
Th.u pa.pe.1r. l6 bcue.d on a joint p1r.oject conducted 
by a g1r.oup 06 civilian .6tudenu at the. Na.val 
Po.6tg1r.adua.te. School. The. g1r.oup (known cu a 
le.a.Jr.ning .team) .6 ele.c.te.d "pe.Jr. 6air.ma.nee. eva.lua.tio n" 
cu a topic beca.u.6e it 1r.e.p1r.e..6e.n.te.d a common air.ea 
06 in.teJr.e.6t. Mo1r.e.ove1r., i.t wcu an a..te.a. which .the 
le.a1r.ning te.am 6e.lt needed impJr.oveme.nt. Se.ve.Jr.a.l 
1r.e.la.te.d a1r.ticle.6 on .thi.6 .topic in.6pi1r.ed .the. .te.am'.6 
cJt.itical thinking in pe.1r.001r.mance eva.lua.t.lon.6 when 
the. team Jr.e.a.lize.d .that pJr.evioU-6 conce.pu had be.en 
a.long "cla..6.6ic.al" line..6 and tha..t in many Jr.e.6 pee.th 
.the.he Une..6 we.Jr.e a.ctua.tty c.oun.te.1r.-p1r.oduc.t.lve • 
. Th.u a.Jr.ticte. -i..6 ba..6 e.d on a. pa.pelt. .6 ubmi.tte.d .to 
PJt.o6e.6.60Jr. c BJr.ooktyn Ve.Jr.Jr. cu paJr.t 06 the COUJr..6e 
• 1r.e.qui1r.e.me.n.t.6 6oJr. 01r.ganiza.tiona.t Be.havioJr. and 
Admini.6t1r.a.tion (MN 3725) given a.t the. Naval Po.6.t-




"In recent years, we have seen the development of compre-
hensive performance appraisal systems ••••• The results, however, 
have often been the direct opposite from those intended." With 
these profound words, Paul H. Thompson and Gene w. Dalton began an 
The a.utholr.li aJr.e. The.odoJr.e. E. Efia..6.6e.Jr., pa.6i P1r.og1r.a.m Manage.Jr. 06 the 
Naval AiJr. PJr.opul.6ion Te..6.t Ce.n.te.Jr., T1r.e.nton, New Je.Jr..6e.y, who hold.6 
a. BSME 61t.om La6aye..tte. College, 1962, and an M.E.S. oJr.om Penn State. 
Unive.Mi.ty, 1961; Lee V. Mabee, Weapon.6 Syh~e.m Mana.9e1r. 6oJr. Fleet 
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analysis of the realities of many of today's typical employee 
performance evaluations. Their article "Performance Appraisal: 
Managers Beware" had a personal message to each member of our 
learning team and elicited more discussion than any other 
article. This article really "hit home" with the group members. 
Each member was able to relate first-hand experience to some of 
the horror stories described by Thompson and Dalton. The 
scenarios of the stories were different, . but somehow the 
rationale and results seemed painfully familiar. 
As an immediate direct reaction to the article, several 
members reapprai .sed their previously conceived notions about 
how performance evaluations should be conducted. Others received 0 
an even greater shock! What they had considered to be the 
"logical and proper" way to conduct performance evaluations was 
nothing more than a variation of the "zero-sum" technique with 
all its inherent dangers. 
The article's impact stemmed from the words" .•••• results 
••••• opposite from ...•• intended." We realized that in spite 
of all good intentions we could easily be guilty of creating or 
perpetuating an evaluation system that would result in the exact 
opposite of its purpose. Instead of motivating, it could destroy 
incentive. Instead of helping to develop the capabilities and 
value of an employee, it could actually help to turn originally 
energetic workers into effete drones. 
OBJECTIVE 
The objective of this paper is to stimulate critical thinking 
of the performance appraisal system as it is currently used in 
the Federal Government. This paper will discuss the value of 
performance evaluations, define the attributes of an ideal system 
and contrast them to the characteristics which typify the system 
currently used by the government. In addition, we will present 
our perception of changes in the current system, and especially 
a critical change in attitudes of both the evaluator and employee, 0 
which are necessary to make performance appraisal meaningful in the 
Federal Government. 
Suppoltt at the Pa.c~6~c M~.6.6ile Teti Cente1t, Po~nt , Mugu, Call601tnia, 
w.lth a BSEE 61tom Un-i..ve1t.6Lt y 06 Southe,,in Ca.l.i601tnia, 19~0; U1tban, 1·. 
Touehe1t, A.ill. Sy.6tem Ma.nagelt 601t Te.6ti.ng and Evaiuat.ion, Pa.cioic 
Mi.6.6.ile Te.6t Centelt, BSME, Un.ive1t.6i.ty 06 Wyoming, 1959; Ja.me.6 E. 
Tha.telt, Te.6t Celi Mana.gen , Naval A.lit P1topui.6.lon Te.6t Centelt, BSME,· 
Lehi Univelt.6.lty, 1962; Howa1td W. Rowe, Head, Se.lentl6lc P1tog1ta.m 
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WHY PERFORMANCE EVALUATIONS? 
Before discussing how performance apprais ais are done · 
or should be done, one. should first consider a more fundamental 




A long list of reasons can be generated to justify performance 
appraisal usage. . The list woul.d incl.ude such items as: 
•. Provides a motivation tool. 
• Provides a way to identify high/low performers • 
• Provides information for deciding about salary 
increases/decreas ·es or promo ,tions • 
• Provides a feedback to s.ubordinates .. 
... P.rovides a means: for rewards. and punishment .. 
• Provides an opportunity for two-way communications 
between the supervisor and subordinate.. 
An even longer l.is.t can . be: generated to discredit. perform-
ance appraisal: This list would include such items as: 
.. wastes time • 
.. Employees already know where they stand • 
• Ras a demotivating effect. • 
• Results are negligible • 
• Indi.vidual differences - are not taken into 
consideration • 
•. Inflexible sys :tem .. 
... Employees ai:e not invited to participa.te in setting 
the goa:ls .. 
Strains supervisor/subordinate relationships. 
8fta1t~h, Paci6ie Ml~hlle Tut Cenie4, B.s. Math~ College 06 GAeai 
Falu, 19 5 8; Re1lph W.. Sc.hneide.Jr., Ex.e.c.u.tive. Ah.Sih.ta.n.t,. Pac.i6ic. 
Mi.sAile TeAt Ce.n.te4, BSIE 6Jr.om the Il.Unou Inhtitute 06 
Technology, 1953; and Kenneth M. Sue~h, Compute~ Spec.ie1l~.t 6oJr. 
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Both lists are true to a ce rtain extent. The basis for 
this anomaly lies not with the particular items, but rather in 
the quality of the evaluation. Individual attitudes after an 
appraisal will vary directly with the effectiveness of the 
evaluation. Consider, for instanc~, a person who has just 
undergone an unimaginative, impersonal, "mechanical" appraisal. 
He is very likely to select phrases from the second (derogatory) 
list to describe the appraisal. But contrast this man's 
feeling to those of a person who has just completed an appraisal 
conducted in a very human, open and supportive manner. He no 
doubt would use the first {supporting) list from which to draw 
descriptive phrases of his app~aisal. 
As managers, we are concerned with creating a fertile work 
environment. As government managers, we are also extremely 
sensitive to the unique situation of the government worker. Here 
is a person confronted by an impersonal bureaucracy on one hand, 
and by a rather critical and unsympathetic public on the other. 
At the very least, we do not want to add to the plight of the 
government worker through a demotivating performance evaluation. 
Accordingly, in considerin g the role that performance evaluations 
play in employee development, we decided to go back to "square-
one" and reconsider what the original objectives of an employee 
evaluation were. 
There are several major reasons for formal performance 
evaluation. First, it satisfies the legal requirement to conduct 
an evaluation of each employee every year during a specified 
period. This requirement originated in Congress and is passed 
down to us through two other high-level government bodies: The 
United States Civil Service Commission and the Department of the 
Navy. Policy for the performance rating of all Navy employees 
was formulated by these three levels. Each level incorporated 
additional specifications to the basic requirements. 
.. 
0 
In addition to satisfying the legal requirement, management 
also views performance evaluation time as an opportunity to critique 0 
the employees and to pronounce policies of certain standards or 
norms and promotional policies. 
Another reason is to provide the employee with an indication of 
Management Syhtemh, Naval Al~ Stat~on,Wo~th 16land, 8.A. Accountlng, 
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just how he is doing. Ideally, from management's standpoint, 
he will be eager to learn of his weaknesses, strive diligently 
to correct them and at the same time continue to excel 
in his strong areas. From the employee's standpoint, he 
gets a chance to find out out how management judges him, 
and thus he may be able to perceive his chances of advancement 
and promotion. 
There is an additional, albeit less obvious, purpose 
of performance ratings: motivation. Motivation can be 
the most important benefit of effectively conducted performance 
evaluations. Unfortunately, management too frequently does 
not consider - or even recognize - this beneficial aspect. 
For better or worse, motivation and performance ratings 
are inextricably intertwined. The role that performance 
ratings play in motivation is so significant that further 
consideration of this relationship is warranted. This benefit 
stems from the proper role of a performance rating to act 
as a ready vehicle to provide "concrete feedback" that men 
with a high need for achievement require. McClellana2 
describes the characteristics of men with a high need for 
achievement (coded as N-Ach). One of these characteristics 
is that they show a "strong preference for work situations 
in which they get concrete feedback on how well they are 
doing." 
Organizations should not consider this point lightly 
in establishing their performance rating policy. In today's 
business world, most organizations are task oriented. Objectives 
are clearly defined and the entire organization is expected to 
work together towards the objectives. Men with a high need 
for achievement (N-Ach) will gravitate toward a task oriented 
organization characterized by activity,
3
teamwork and competitive-
ness. This concept, espoused by Litwin indicates that the high 
N-Ach men will enjoy their work in this type of setting and find 
it quite satisfying. Not surprisingly, such an organization will 
probably out-perform their competitors and enjoy higher profits . 
Litwin's concept is also applicable to government organizations 
even though they are not profit oriented per se. Government 
organizations, and in particular R & D agencies, are none the less 
task oriented. The climate in an effective government R & D 
agency is not different from that of its counterpart in private 
industry. In fact, government and industry will frequently 
compete for technical programs, e.g., "Do we award a contract to 
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industry to develop and test a new system or shall this work 
be performed in-house?" 
They also compete for top personnel. Gone are the days 
when starting salary and fringe benefits in the government 
lagged substantially behind industry. However, the govern-
ment agency still must overcome certain constraints and 
limitations of the bureaucratic jungle. Accordingly, the ,,i ~ 
potential employee may initially be attracted to government 
equally as well as to private industry. However, the inability ·· 
of an organization to continue to stimulate and motivate the 
employee is all too often associated with the government. How 
many employees get mired down in the Gargantuan bureaucratic 0 
quagmire, become demotivated and just drift along? What a tragic 
waste of the better men, those with a high but unsatisfied N-Ach. 
THE IDEAL PERFORMANCE EVALUATION 
In their article, "Performance Appraisal: Managers Beware", 
Thompson and Dalton stress three points that managers should 
concentrate on in making evaluations. These are: 
1. Resist the temptation to devise one grand and 
glorious performance evaluation system to serve management needs. 
2. Provide feedback to the individual, using many 
kinds of feedback and avoiding zero-sum comparisons. 
3. Keep the company's approach to performance appraisal 
open and future minded. 
These three points stress the importance of recognizing the 
employee as an individual. Management must develop a rapport 
with each employee based on his needs and wants and the 
organization's objectives. This relationship is not built on a 
five-minute discussion each year, but rather must be worked on 
throughout the year. Management must create an atmosphere of O 
honesty and openness in which this relationship can be nurtured. 
The above characteristics provide the basis for constructing 
the ideal performance evaluation system. Firstly, there should 
not be one rigid system forced upon the entire organization. The 
organization is comprised of people, and people are different. 
Methods for assessing performance, promotions, increases in 




mind. One rigid system lumps everyone together and could be 
likened to comparing apples with pears. They are both fruit, 
but the taste, texture, and amount of juice of each one is 
radically different. 
Secondly, the supervisor shou1d avoid any predetermined type 
of feedback, reward, or artificial evaluation of the employee 
that will convey to the employee that he is just "another gear 
in the machinery of progress." The supervisor should not 
devise zero-sum systems that place one employee at the top of 
the list while at the same time automatically place another 
employee at the bottom. Each employee should be evaluated based 
upon objectives agreed upon between the supervisor and the 
employee and not on a peer comparison basis. Evaluating him 
against his peers is again like comparing apples and pears. 
Group awards are also zero-smn and should be avoided because 
all members of the group will normally not have done the same 
amount of work, and indeed perhaps some of the group should not 
be rewarded at all. Quota systems are also considered to be 
zero-sum in nature and should likewise be avoided. 
The third point (openness and future-orientation} may be 
the most difficult to follow, but may also be the most important. 
There are few things worse than short-sighted management. 
Management should encourage people to -grow and contribute to the 
organization. If management does not remain flexible in its 
approach to performance appraisal, the performance appraisal 
system quickly becomes closed and stifles all rapport between 
employee and supervisor. 
An open system not constrained to meeting specific official 
dates will lay the ground work for true objectivity. An employee 
who can freely express his thoughts about work, career plans, 
objectives, and improvements will develop a common understanding 
0 of how he can grow with his organization. Follow-up on a 
continuing informal basis is needed to complement the once-a-year 
formal evaluation. 
Attention to the individual and his potential contribution 
to the organization will lead to the ideal, mutually beneficial 
situation in which the employee is motivated toward the pursuit 
of management's objectives. At the same time, the employee will 
attain much greater job satisfaction. 
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EVALUATION IN THE FEDERAL GOVERNMENT 
A review of the legal requirements f or formal performance 
eval uations and the construction of an ideal system lays the 
groundwork for analysis of the present federal system. The 
present system evolved in the following manner : . ,, 
Congress, through the work of its House and Senate 
Committees on the Post Office and Civil Service has passed 
Title 5 of the U.S. Code which requires that employees be rated 
in at least three categories: Outstanding, Satisfactory and 
Unsatisfactory. The u. s. civil Service Commission, through 
the Federal Personnel Manual, imposes two noticeable restrictions, 
(1) the rating shall be annually, and (2) detailed written 
justification is required when assigning an Outstanding or 
Unsatisfactory rating. The Civil Service Commission enforces 
its policy through 12 regional offices . The Department of the 
Navy introduces the specific rating factors upon which an 
employee will be evaluated. These are: (1) Quantity of Work; 
(2) Quality of Work; and (3) Adaptability. Detailed guidelines 
and rating forms, promulgated in its Civilian Manpower Manage-
ment Instructions, are enforced by four offices throughout the 
United States . The Navy says that "no predetermined goals can 
be established regarding distribution of ratings; because 
deviations or tende n cies could reflect accurate ratings of 
employee performance. 11 The governmental authority levels, 
policy promulgation instruments, and policy requirements are 
all depicted in Fig u re 1. 
At this stage, we are not as interested in how it should 
work, as in how it does work. A recent survey conducted at 
Point Mugu indicates that all is not well with the current 
system. Firstly, half of all the career civil service employees 
surveyed showed a negative attitude toward their performance 
evaluations. They either thought that the present system was 
"very bad" or, "couldn't care less" about it. Secondly, and 
perhaps even more disturbing, was the fact that approximately 
one-third of the employees could not even remember when their 
last evaluation was conducted. 
We could speculate that these findings would be typical 
throughout the government. Although a rigorous statistical 
analysis of the data is beyond the scope of this paper,an 
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sown nor harvested the benefit of the motivational potential 
of the evaluation system. By any standards, a negative 
attitude of one-half of the employees must be considered 
unsatisfactory. 
So far we have conce ntrated on the results of the system 
rather than the system itself. We have seen that performance 
evaluations are not a source of motivation; they do not 
constitute an effective vehicle for dialog between supervisor 
and subordinate. Rather, they are thought of as a necessary 
bureaucratic requirement which is easiest dispatched once a 
year. More often than not it is a nuisance to supervisor and 
subordinate alike. 
However, the fact that the results are not satisfactory 
does not mean necessarily that the system, itself, is at fault. 
Perhaps we are just using it incorrectly. If this is indeed 
the case, precisely where did we go wrong? By contrasting the 
major points of the ideal system to the characteristics of the 
de facto government system, we were able to concentrate on the 
problem . The elements of the ideal system are as follows: 
"Resist the temptation to devise one grand and glorious 
system •.•• 11 Yet, the Navy had devised one standard performance 
evaluation form and one standard procedure which was promulgated 
throughout all its agencies. This form allows only three 
elements for evaluation (quantity, quality and adaptability) and 
three ratings - (outstanding, satisfactory and unsatisfactory). 
No other areas are recognized. The formal ratings are applied 
at yearly intervals and then entered in the employee's personnel 
record. This Navy-wide standard is used to measure research 
chemists as well as production line workers. 
The intent of this form was to make it as easy as possible 
for supervisors to complete. Unfortunately it has become an 
inflexible tool and somewhat self-defeating. Because of the 
ease in which a satisfactory rating could be given (no elabo-
ration necessary) as opposed to the other ratings which required 
justification, supervisors unwittingly were encouraged toward 
mediocrity. It was too much bother to prepare justification 
documentat~on for ratings outside the range of satisfactory. 
In recent years the Navy has recognized some of the 
inflexibility in the single format and has been experimenting 
with new appraisal forms that permit flexibility by including 
many more rating elements and ranges within an element. This 
action is an attempt to adapt a single form to a more diverse 
employee population. Though it is too early to evaluate, the 
consensus of the learning team is that the new system is doomed 







except that it now takes longer to complete. 
Too often the task of conducting performance evaluations 
is looked upon by supervisors as a necessary evil. It is 
something that must be done once a year, and the quicker 
the better. Once the evaluations have been dispatched the 
supervisors can get back to the task at hand. 
Consequently, the result is that the path of least resistance 
is followed, namely, most employees are given a satisfactory 
rating, a quick pat on the back and told to get back to work. 
0 This situation is unfortunate because it represents a lost 
0 
opportunity for both the organization and the employee. Many 
good employees - the creative men with high N-Ach (need for 
achievement) need a system which will give them a quantifiable 
measure of how well they are doing. Frequently, this need can 
best be fulfilled only by some type of formal evaluation rating. 
By recognizing the employees'needs, and by conducting a properly 
planned interview, the supervisor will enhance the employees' 
motivation and will increase the employees' value to the 
organization. Managers ought to view performance ratings on a 
positive note rather than from the position that these are just 
bureaucratic exercises. Here is an excellent opportunity to 
help create an atmosphere which will attract, develop and retain 
men ·· with high N-Ach. These men are the employees who will 
increase the effectiveness of the organization. 
"Avoid zero-sum comparisons •••• " Techniques of zero-summing 
are not unique to industry. The Federal Government is not immune 
to the pitfalls of zero-sum. Although less pressure may be 
exerted on the government supervisor to give low ratings to some 
employees to permit high ratings to others, he is nonetheless 
constrained by certain quotas. The quota system arbitrarily 
forces supervisors to rate lower some truly outstanding per-
formers merely to remain within their individual limits. 
"Keep the approach ••• open and future minded. 11 Frequently, 
the attitude of most supervisors and subordinates alike is that 
appraisals are a "once and done thing." Performance evaluation 
enters the mind only during the official evaluation and then is 
completely forgotten until the n/axt year. The long time between 
appraisals does not lend itself to development and maintenance 
of a rapport between supervisor and employee. If goals are 
established during the appraisal they are easily shelved when 
there is no rollow-up. Weak arEraS' to be strengthened are like-
wise quickly forgotten. 
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In addition, evaluations are often "historic" rather 
than "futuristic." Emphasis is placed on an employee's past 
performance, especially his weak areas . Very litt l e time is spent 
formulating a realistic plan for helping the employee to overcome 
some of his weaknesses. An employee's long range career goals, 
and plans to attain these goals, should be discussed at length. 
What a shame that these topics rarely surface. ~ 
THE REAL CRUX OF THE PROBLEM 
The problem with the present performance eval uation is not 
entirely due to the bureaucracy of which we are all a part. A 
glance at the outline in figure 1 shows that while each governing O 
level further constrains the system, the total package is cer-
tainly not overbearing. Indeed, in this day of elaborate 
government specifications, we were pleasantly surprised to learn 
of the relative freedom allowed under the law. To be perfectly 
honest, we can not blame the Congressionally imposed system. 
Thi~ system is not so rigid and as inflexible as we first thought. 
A certain amount of effectiveness was lost in passing down 
generalized appraisal regulations from the high levels in 
government to all agencies . However, this action should not 
stop all creativity in tailoring a system to the needs of 
individual commands. The size and regulations of the government 
makes the personal approach difficult, but we should be able to 
live with the system and still improve our performance 
evaluation techniques. 
Moreover, the problem is not with the present evaluation 
form. We are not going to solve the problem of how to gain the 
elusive motivation from performance evaluation by discarding the 
current system and implementing a new one. A modified format 
or a new rating sheet will not do it. A new set of regulations 
will not do it. 
THE NEW SYSTEM: THE OLD SYSTEM REVISITED 
What is needed is not a new system, but rather a new approach 0 
to the existing performance appraisal structure. The existing 
requirements are not too restrictive. On the contrary, they 
allow a lot of flexibility. It is within this broad latitude 
that we have erred. We perceive performance evaluations in 
the penumbra of the letter of the law. This interpretation 
leads to minimal activity which is performed in a ritualistic 




once-a-year routine to comply with regulations. 
We have ignored the spirit of the law by which positive 
benefits can be reaped from performance appraisals. We have 
consequently lost sight of the motivational end of the 
performance spectrum. Motivation is a complex matter and we 
would not be so foolish or naive to imply that performance 
evaluations are the answer to motivation. However, they do 
represent one possible vehicle by which government managers 
can give their employees the concrete feedback that high 
achievers require. 
We have seen, all too frequently, how some people start 
out highly motivated, but then run downhill. How can motivation 
be maintained on a high plane? Perhaps we are missing an 
opportunity to use the motivational aspects inherent in a 
performance evaluation system. 
Toward this end we have developed a new model for the 
implementation of performance evaluation in the -federal 
,government. This new model is in essence a new approach to the 
system which already exists within the present legal structure. 
In fact, we feel. that this new model more nearly represents the 
spirit o.f the existing law than do the de-£ acto nethods which 
now pervade the system. 
All we are really trying to accomplish is to .get the 
current system back on the right track, to enable it to do the 
job for which it was created . The road back starts with a 
better attitude ., on the part -of -management, to the £ormal 
employee performance evaluations. This change in attitude must 
emanate from the top. Top management. must recognize the 
motivati-0nal potential and the resultant benefits whicb can 
be g.ained through an effective appraisal policy. 'They 1nus.t 
make -a commitment to and support a new approach to appraisals. 
In short, they lllust be fully committed to performance evaluation 
according to the :spirit of the .law .. .Success with the new model, 
as with most organi'Zational -policies., can not be r:eali-zed without 
the ,commitment of top ll1anagement and the continuous involvement 
of middl.e management. -Without them, the new approach will work 
no ibe:tter than the current ,one~ 
THE MODEL FOR "THE NEW APPROACH 
In constructing -a model for ·a new approach to per.f.orm.ance 
,eva:l:uati.ons ·we realized that -we had to have management ·support and 
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involvement on a continuous basis. Without continuous 
involvement there would be no hope for success. In addition 
we also realized that, no matter how good his intentions were, 
a manager would still tend to"relegate to the back burner" the 
discrete parts of the evaluation process when "more important 
matters" arose. The entire process would then simply deteriorate 
to the same situation that now exists: performance evaluation 
is a necessary chore that must be taken care of, but the quicker 
the better. 
The literature is replete with designs for evaluation systems. 
However, the problem is still with us. Either, managers don't 
read the literature, or , more likely, feel that their situations 
are unique and the classical approaches just simply do not apply 
to them. Besides, they are so busy that they do not have any 
additional time to devote to evaluations. 
We concluded that the only way to make the system work well, 
is to integrate the performance evaluation system with the other 
management functions. If performance evaluation is part of 
those functions which must be performed to manage properly, the 
new performance evaluation system can be made to work. Per-
formance evaluation will not be considered to be a discrete 
management function. Rather, it is a vital part of planning, 
staffing, delegating, and controlling. As such, performance 
evaluation is a part of the management function. It is a part 
that the manager needs to do, to do his job. 
The following 10-part model was constructed by integrating 
the legal performance evaluation requirements with other 
management functions (which good managers must perform anyway). 
We feel the new approach is a workable system, one which will 
benefit the supervisor and subordinate alike. It will result in 
better management and increased employee motivation. The employee 
will reap the benefit of a more effective career development. 
The elements of the model are as follows: 
1. Recognize that performance evaluation is a continuing 
process. All levels of management, but especially first line 
supervisors should recognize that performance evaluation is not a 
once-a-year-and-done-thing. Rather it is a continuing process 
throughout the year. The formal annual review is simply one part 
of the entire process. In analyzini problems associated with 
annual performance reviews, Odiorne emphasized the impor.tance 
of prompt feedback. Most situations i nvolving correction or 







effectiveness of discussions between supervisor and subordinate 
decays rapidly with increasing time between an event and the 
feedback. 
2. Define the goals and objectives of the organization. 
To those who ask "What does this step have to do with performance 
evaluation?", we counter by asking "What do you want the employees 
for anyway?". How can a manager appraise the performance of an 
employee except in relationship to the contribution that an 
employee makes towards the objectives of the organization? How 
would one evaluate an employee who has done an outstanding job 
of something that didn't need to be done? We consider this step 
an important managerial function and its implications should be 
integrated with performance evaluation. 
3. Define the employee's present job. This step is 
very important to both the employee and the manager. As part 
of his normal managerial duties, the manager must establish 
his overall staffing requirements. By delineating the specific 
duties of each individual employee, the manager can determine 
any potential problems in meeting his needs. By discussing the 
expected duties and areas of responsibility with the subordinate 
the manager is simply delegating certain tasks. Yet this step 
informs the employee of his role in the organization and pre-
sents an opportunity to uncover and resolve potential conflicts. 
4. Determine the employee's career objectives. By 
establishing the short and long-term objectives of the employee, 
the manager is in a position to use the employee most effectively 
for both parties. The employee will appreciate a manager who is 
sincerely interested in him. In turn, the employee will be more 
inclined to "walk-the-second-mile" when necessary. 
5. Compare the employee's personal goals, the 
organization's objectives and staffing requirements. The manager 
should check for job compatability and goal congruence. This 
simple step has several benefits. Firstly, the manager will be 
able to determine the best man for the job and the best job for 
the man. Secondly, he can make corrections or minor adjustments 
fairly easily at this point. Of special importance is determining 
if an employee's personal goals can be met in the organization. 
It is better for all parties to find out as soon as possible. 
Appropriate action can then be taken relatively painlessly. 
6. Plan a course of action for the employee. According 
to Kindall and Gatza5, this step is the most important part of 
any appraisal system. Firstly, an individual personalized plan 
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should be worked out by the supervisor and subordinates. 
Both men must agree to it and be comfo r table with it. Ideally, 
the subordinate will establish his own performance goals. 
These goals should include those for both the individual and 
the organization. According to Kindall and Gatza, the "process 
of setting one's own performance targets is highly valuable, 
both as a training experience and as a source of personal moti-
vation." The supervisor should give guidance, but the goals 
should be established by the man who is to achieve them. 
Secondly, the performance goals should be quantified as best 
they can. Results can best be measured when the targets have 
first been quantified. Schleh 6 sug gests the value of establishing 
measurable objectives and targets. Quantified objectives encourage 0 
an employee "to accept the philosophy that he does have to 
contribute to the actual accomplishment of the enterprise." The 
manager, however, must be caref ul to help the employee establish 
realistic targets. Moreover, he must be alert to situations 
outside of the employee's controls which may arise and prevent 
the employee from meeting his objectives. Finally, to ensure 
that all objectives are clear and understood, the employee's 
individual plan of action f or the year should be documented and 
should include check points and milestones. 
7. Establish criteria by which the employee will 
be evaluated. In addition to his individual performance targets, 
the evaluation criteria should also be quantified. In other 
words, the objectives should be presented as a range of values 
rather than a single point. Is failure to meet an objective by 
10% still considered good or is it unsatisfactory? These 
criteria, as well as the performance targets, should be tailored 
to the individual. Obviously, an engineer with 15 years of 
experience should not be judged on the same basis as a new employee . 
Therefore, performance considered 11outstanding 11 for a new employee 
may be only "satisfactory" for a more experienced person. This 
basis should be explained to each employee so that there will not 
be any misunderstanding from an apparent inconsistency. 
B. Establish training requirements. The manager and 
subordinate should jointly decide on any training which the 
subordinate needs, to meet his performance objectives for the 
corning year. This effort will be beneficial to the manager since 
it will give him a composite pict ure of his whole organizations ' s 
training requirements. He can then plan this training based on 




9. Evaluate and provide feedback throughout the 
year. The supervisor must check to see if an employee is meeting 
his individual objectives throughout the year. If not, he needs 
to find out why not. (Again, this step is nothing more than 
good management.) The manager should give appropriate feedback 
throughout the year. Both praise and criticism are more valuable 
and kept in better perspective when given in a timely and informal 
manner. 
10. Summarize performance results annually. Continue 
to conduct a formal performance evaluation annually. Besides 
O being required, the annual review represents a good opportunity 
to summarize and compare performance targets and actual performance. 
rt is also a good t .ime to review organizational and personal 
objectives. Individual training programs and career development 
programs need to be updated and modified as appropriate. However, 
the major thrusts of the annual review should be futuristic. 
Performance targets should be modified or refined to reflect 
changing needs. 
0 
IMPLEMENTATION OF THE NEW SYSTEM 
The keystone to - success in revitalizing the current performance 
evaluation system lies in the attitude of the first line supervisor . 
His role is critical. rt is so critical that all supervisors 
must receive special training to enable them to understand the 
value o-f an effective evaluation in motivating subordinates. 
Furthermo -re, an intervenor may be required during the training 
process ,. 
T11e supervisor must realize that the benefits may come slowly . 
Negative attitudes at all levels must be overcome. This change 
requires time and patience. The supervisor must build rapport 
and trust with his subordinates based on mutual respect. He must 
learn to recognize and · encourage the career aspirations of the 
employees. Moreover he must help them and sincerely encourage 
them in planning and pursuing their goals. 
Employees sboul.d also be brought in to the loop of the 
overall . attitudinal change. They must look positively upon 
performance evaluations,. recognizing- them as an opportunity to get 
honest feedback from management regarding individual career 
objectives and aspirations- in relationship to the fwiction of the 
orgaruzation. Each employee should consider his role in the 
organization and what he perceives his future to be. 
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EPILOGUE 
Finally, while we realize that an effective performance 
evaluation technique is not a panacea to cure all ills, it 
is, however, a start toward creating a more satisfying job 
environment for the employee. Toward this end two of our 
team - members (because of the interest created by working on 
this project) have already received permission from their 
Directorate Heads to establish an appraisal training program. 
The program will allow persons to share in the development of 
more effective appraisal techniques. The ideas outlined in 
the model will be the basic guide. Actual experience of being 0 
the appraiser and the appraised will provide an opportunity 
for feedback. The idea of making the interv~ews human, personal, 
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PROFESSIONAL STANDARDS REVIEW 
ORGANIZATIONS: LAST CHANCE FOR 
RESPONSIBLE ACTION IN THE PRIVATE SECTOR? 
Today a. "c.'1.L6i.6" exi.6:t.6 in :the medic.a.£. 
pll.o6e.&.&ion bec.au.&e :the exi.6:ting health 
c.a/f.e delive!f.y .&y.&:tem ha.& 6ailed :to 
!f.e.&olve :the pll.ob£.em.& 06 hpill.a.ling 
c.o.6:t.6, inequitable a.c.c.e.6.6, a.nd uneven 
quality 06 pell.60'1.manc.e. The pll.ivate 
.6ec.:to!f.'.6 inability oil. unwiii,i,ngne.6.6 to 
!f.e.6olve the.lie pll.oblem.6 thll.ough it.& own 
initiative ha.& c.a.u.&ed inc.!f.ea..&ed Fede!f.a.£. 
involvement and in:te!f.ven:tion in :the 
health c.a!f.e all.ea. Public. Law 92-603, 
whic.h c.a.lled 60'1. a .&y.&tem 06 pee!f. 
!f.eview :thll.ough :the e.&:ta.bii.&hmen:t 06 
P!f.o6e.&.&ional S:tandall.d.6 Review 0'1.gan,i,-
za:tion.6 (PSR0'.&1, i.& one 06 :the 
Fedell.al Gove!f.nmen:t'.& mo.&:t '1.ec.en:t 
a:t:temp:t.6 :to iegihla.te a .&oiu:tion :to 
:the.lie pll.obiem.&. In :thi.& papell. :the 
au:tholl. not only exa.mine.& the ba.&i.6 60'1. 
Fedell.a.i in:te!f.ven:tion and :the .6pec.i6ic..6 
06 :the £.aw and it.& implementation, but 
ai.&o .&ee~.6 to a.&.&e.&.& :the impact and 
.&pillove!f. e66ec.t.& 06 :the legi.&la.tion. 
The a.u:tholl. cone.lade.& :that PSRO may well 
c.on.&:ti:tate the pll.iva:te .&ec.:to!f.'.6 one 
la.6 :t c.hanc.e. 
Thi.& pa.pell. wa.& pll.e.&en:ted to Pll.o6e.&.&o!f. 
V. Whipple a.& pall.:t 06 c.ou!f..&e !f.equi!f.e-
men:t.6 60'1. Health Ee.anomic..& (MN 4193). 
The Edito!f..6 
Lleu:tena.nt Veil.non M. Pe:te!f..6, MSC, U.S. Navy, !f.ec.elved hl.& 
S.S. deg!f.ee in Hea.£.th Ca.'1.e Admini.&:t!f.a:tion 6'1.om the Geo!f.ge 
Wa.&hing:ton Unive!f..&i:ty in 1975 . He i.& c.u!f.'1.ently a c.andidate 






I . WHERE PRIVATE INITIATIVE HAS FAILED 
Introduction 
The delivery of health care in the United States is 
currently in a turbulent state of transition. Public and 
professional anguish is heard on a multitude of problems of 
both an economic and medical nature. Because the various 
components of the health care delivery system have failed 
to resolve the problems of spiraling costs, inequitable 
access and uneven quality through private initiative, 
increased involvement of the federal government has taken 
place. Today, there is general acquiescence in all quarters 
to a legislative cure-all in the form of a National Health 
Insurance program. 
Significantly, much of the current tulll\oil in the 
health care system of the United States has resulted from 
the federal government's expanding role. Rather than dowsing 
smoldering problems, federal programs have tended to further 
inflame what has come to be known as a "crisis" in health 
care. For example, while the Hill-Burton Act funded the 
construction or expansion of medical facilities, short-sighted-
ness in control of the program eventually resulted in an 
excess of beds in many areas, a situation that has spurred 
costs and shown the capacity for creating its own demand. 
Probably the most dramatic evidence is the impact on the 
demand for health services relative to the capacity of the 
system that was ignited by the enactment of the Medicare and 
Medicaid programs in 1965. 
While Congress gropes for a satisfactory folll\ of National 
Health Insurance, legislation enacted in 1972 offers a 
potential means for remedying certain aspects of the current 
health care "crisis." Under what is known as the Bennett 
0 Amendment to the Social Security Amendments of 1972, (Public 
Law 92-603), Professional Standards Review Organizations 
(PSRO's) are being established for reviewing the appropriate-
ness and quality of health services provided Medicare and 
Medicaid beneficiaries by practitioners and institutions 
participating in these federal programs. 
The prospect of a federally-mandated system of peer 
review was a controversial issue prior to P.L. 92-603's 
passage, and PSRO continues to be a controversial subject 
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during current implementation throughout the country. 
Indeed, it was not until the 1974 annual session of the 
American Medical Association's House of Delegates that that 
body of organized professionals finally concluded that an 
effort be made to implement the PSRO program, provided 
Congress remedy by amendment certain "inadequacies" in the 
law (Willett, p. 340). Further evidence of the medical 
profession's opposition to the concept is illustrated by the 
action of the Association of American Physicians and surgeons 
which filed suit in court to block enforcement of the law. 
This professional body argued that the PSRO system violated 
their constitutional right to practice medicine and their 
patients' right to receive treatment. However, after the 
case was pursued through the judicial system, the U.S. 
Supreme Court, in late November, 1975, let stand a lower-
court decision which upheld the legislation (Time, December 
1, 1975, p. 63). With the question of the system's legality 
resolved, the United States health care delivery components 
are faced with full implementation of a legitimized federal 
program of peer review. Whether the PSRO system can or will 
achieve its desired objectives and what impact the system 
will have on the delivery of health care in the united States 
are questions which remain open to conjecture and are 
necessarily addressed in this paper. 
The Basis for Federal Intervention 
"It is axiomatic that people are a 
nation's most important resource and 
that health is the people's most 
prized possession ••. The availability, 
accessibility, and quality of health care 
are matters of very deep and personal 
concern. Efforts to improve the scope, 
distribution and effectiveness of health 
care are, therefore, properly matters 
of national concern • •• " 
(Dr. John Sherman, then-Acting Director 
of the National Institutes of Health, 
testifying before the U.S. Senate's 
Subcommittee on Health during 1973; U.S. 
Congress, Senate, Committee on Labor and 
Public Welfare, Quality of Health Care -







As noted by Melloan in a recent editorial in The Wall 
Street Journal {November 17, 1975, p. 12), the most pressing 
health care issues in the United States do not concern the 
quality of the nation's health or the quality of available 
care, but rather the cost of medical care and the equity of 
its delivery among the population. As a whole the American 
people are relatively healthy;their most serious health 
problems (heart disease, stroke, and cancer) are conditions 
often linked to personal habits rather than inadequacies of 
medical care. When illness or injury occurs, a highly 
diversified and sophisticated health care industry exists 
to relieve suffering and debility, promote healing and prevent 
premature death. Indeed, the level of care available has 
reached the stage where the courts are confronted with the 
moral question of when life-supporting medical care should 
be withdrawn and a person allowed to die. In view of these 
anomalies, the extent of federal responsibilities in the 
health care system and the way in which these responsibilities 
can best and most appropriately be discharged reflect the 
capacity of the private sector in dealing with them. 
Intervention by the federal government in seeking a 
means to control costs, provide equity and assure quality 
medical care has come about from the private sector's 
inability or unwillingness to resolve these problems through 
its own initiative. Its failure to do so, however, stems 
primarily from the unique nature of the health care market 
and the fragmented structure of the health care system. The 
consumer, lacking perfect knowledge of his health care needs 
and the prices associated with the services desired, is 
largely dependent upon the provider of those services to 
make this determination for him. Additionally, given the un-
predictability of individual need, the consumer generally 
protects himself against the risk of extensive and costly 
medical care through the purchase of health insurance. In 
1965, because such protection was beyond the means of many 
elderly, who are physiologically doomed to "poor-risk, 
high-premium" categorization, and the "poor", Congress 
enacted the Medicare and Medicaid programs to help eliminate 
the financial barrier for these segments of the population. 
Designed to operate within the context cf the predominant 
fee-for-service system, these programs introduced an additional 
effective demand for services into a situation where resources 
were generally inadequate and poorly distributed. Moreover, 
since both the private and public insurance programs tend to 
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cover high-cost institutional care rather than ambulatory 
care, the absence of any substantial financial barrier has 
promoted the use of high-cost services. Concurrent with 
the rising demand has been a physician-supply shortfall, 
partially attributed to physician control of medical school 
enrollment levels and state licensing boards. These factors, 
coupled with rising wage scales of an increased number of 
allied health care personnel, increased technology, and 
inflation in the general economy during the past decade 
have produced results that are well-known: soaring costs 
in the health care system. 
A recent report by Skolnik and Dales put combined public 
and private health care expendit ures during fiscal year 
1975 at $118.5 billion, a 14-perce nt increase over the previous 0 
period during which mandatory price controls were in effect. 
The share contributed by public funds was estimated at $49.9 
billion -- 42-percent of the total . The Medicare and Medicaid 
programs account for nearly half of the federal government's 
contribution to health care, with the current costs, including 
administrative expenses, running at about $21.5 billion 
per annum. However costly, these programs have helped to 
eliminate or reduce the financial barrier to care for a 
substantial segment of the American population. Yet, inadequacies 
in the programs have fostered provider abuses in some circumstances, 
inequitable access, and uneven quality under others. Moreover, 
since provider participation in the program is essentially 
voluntary, government efforts to control costs through the 
prescribing of maximum reimbursement levels for allowable 
charges, or through retroactive claims denial or reduction 
contribute to a physician backlash of opting out of the 
programs. Similarly, when the only hospital serving a community 
fails to meet federally-imposed standards, the federal beneficiary 
is no better off than when faced with the financial barrier. 
The Objectives of Congress 
Concern with cost and equity was manifest in Congress's 
passage of P.L. 92-603. Given the functions that PSRO1s are to perform 1 
Congress's immediate objective is clear: the private sector shall 
be responsible and publicly accountable for delivering the "most" 
health care to federal beneficiaries per public dollar spent. 
Since, at this point in time, two standards of medical care 
would be unacceptable to all concerned, PSRO should 






noted by Decker and Bonner (p.11): 
•••• The norms of care and most of the 
forms of professional audit developed 
for federal beneficiaries under PSRO 
will ultimately be applied to all private 
medical services. In addition to their 
inherent resistance to separating 
"federal care 11 from 11medical care 11 ••• 
physicians are aware of the public and 
legal pressures to extend PSRO norms 
and reviews to the entire private 
health delivery system. 
Accordingly, with the implementation of PSRO's, Congress may 
be thought to have had the ultimate objective of establishing 
some semblance of equilibrium in the total health care market, 
with the end result being the delivery of the most effective 
health care per dollar spent by the entire American population. 
If such is the case, then PSRO represents federal strategy to 
use a form of non-price rationing in the equitable distri-
bution of medical resources to those situations where they are 
most necessary and appropriate (Decker and Bonner, p. 6-7). 
The Objectives of PSRO's 
Much of the controversy generated within the medical 
profession's ranks regarding PSRO's has centered about the 
issue of whether the program's objective is quality of care 
or cost containment. Quality medical care is dealt with 
explicitly in P.L. 92-603: PSRO's are to review both the 
quality of service as well as the need for the service. Cost 
containment is dealt with implicitly in P.L. 92-603: the 
program is designed to foster the re-education .of providers 
as to the "most appropriaten and 11necessaryn modes of service, 
O and enforce such patterns of care through the use 0£ payment 
denials, fines., and possible d.isqual.ification from further 
Medicare/Medicaid participation when poor gual.ity or un-
necessary work is per.formed. 
There is some argument7 however, concerning the degree 
to which PSRO will promote -quality .medical care. To begin 
with 7 "'quality medi ·cal care 11 .is a somewhat ambiguous concept, 
possibly arising from the practi -ce of medicine being as much 




The term "quality" is used when reference 
is made to so many d iscrete aspects of 
health care, such as access, availability, 
cost effectiveness, that it is impossible 
to arrive at a definition that is 
acceptable as well as useful. 
Similarly, Donabedian has stated (Decker and Bonner, p. 175): 
Quality of medical care is extraordinarily 
difficult to define since one must first 
indicate what dimensions or aspects of care 
are subject to co nsideration and-then 
specify what constitutes "goodness" or 
"badness" with respect to these aspects 
or dimensions. 
The aspects of care subject to ·consideration by PSRO' s 
are spelled out in the law and consist of both quality 
assessment and utilization review components. Quality 
assessment usually includes (1) the medical necessity for 
care, (2) the institutional level at which the care is 
provided, (3) the adequacy of diagnostic evaluation, (4) the 
appropriateness of treatment, and (5) evaluation of outcomes~ 
Utilization review normally considers statistically-derived 
appropriate length-of-stays, the timeliness of services 
delivered relative to the request, the efficiency and accuracy 
of performance, and evaluation of short and long-tenn institu-
tional stays (Dobbs, p. 52). The law provides for a "grass-
roots11 determination as to what constitutes "goodness" or 
"badness" in that each PSRO is expected to develop the norms, 
standards, and criteria to be used in the review process. 
The review of such dimensions or aspects of care is not 
0 
a new phenomena brought about by P.L. 92-603. Indeed , utiliza-
tion review procedures were an integral part of the initial 0 
Medicare-Medicaid laws and have been required under the 
accreditation standards of the Joint Commission on Accreditation 
of Hospitals (JCAH) since that organization acquired a 
quasi-governmental role und e r the same legislation. Signifi-
cantly, P.L. 92-603 subsequently provided for the Social 
Security Administration to audit the JCAH's performance in 




health care providers and institutions (and -possibly the 
JCAH) have been lax in their previous attempts at quality 
assurance. 
Traditionally, quality assurance has been little more 
than a gentlemen's agreement among physicians, institutions, 
the government and society. The state governments ""license 
both physicians and health care facilities meeting the 
state's requirements. The implicit assumption in this 
arrangement is that physicians ana institutions so licensed 
cannot help but provide quality medical care .to the state ·• s 
populace. In cases where quality of care appears to be 
lacking, the courts are available for adjudication of claims. 
Moreover, physicians profess a long tradition of peer 
review--a tenn indicating that only inaividuals of recognized 
education and expertise should be pe:rmitted to«evaluate the 
work of others similarly trained (Dobbs, p. 52); this is a 
function of "grand rounds", tissue committees, medical audit 
committees, et cetera. 
In the absence of simple criteria to measure the "good-
ness 11 or "badness 1' of care, the technical nature of medicine 
and the inherent personal significance of health to each 
individual, cause medical care review to be a process that 
necessarily must ultimately remain in the hands of those best 
qualified to make appropriate judgements--the physicians. 
The advent of high-speed electronic data systems has made 
peer review on the scale requ±red for the Medicare and 
Medicaid programs possible. However, the .law removed the 
peer review process from the privacy of the medical frater-
nity and made the medica 'l profession accountable to the 
public it serves. While the medical profession's record to 
date is increasingly suspect, PBRO offers physicians, in 
particular, an opportunity to actively _participate in and 
contribute to the resolution of issues at hand, a function 
which in the words of Senator Bennett, "would eliminate much 
of the present criticism of the ·profession and help enhance 
their stature as honorable men in an honorable vocation ••• ~• 
(Decker and Bonner, p. 2). 
II. THE LAW AND ITS IMPLEMENTA'TION 
General Provisions 
The intent of the Bennett Amendment of P.L. 92-603 is to 
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promote the effective, efficient, and economic delivery of 
health services provided under the Medicare and Medicaid 
programs. Toward this end, the law mandates the review of 
institutional care provided beneficiaries of these programs. 
Such review is to be carried out on a regional basis by 
Professional Standards Review Organizations (PSRO's) desig-
nated by the Secretary of Health, Education, and Welfare 
(HEW). Through the use of prospective, concurrent, and 
retrospective review procedures, PSRO's are primarily 
responsible for considering the necessity for, and duration 
of, institutional care, the use of appropriate institutional 
setting, and the provision of adequate and relevant services. 
Similar review of ambulatory care provided Medicare/Medicaid 
beneficiaries is not required, but may be conducted at the 
option of the PSRO with the concurrence of, and under guide-
lines established by, the Secretary of HEW. The determination 
of reasonable charges is not a PSRO function. 
Specific Provisions 
Ultimate authority and responsibility for implementation 
of the PSRO legislation is vested in the Secretary of HEW 
whose duties include (Decker and Bonner, p. 333-340): 
Establishment of appropriate PSRO areas 
throughout the country (by January 1, 1974) 
Designation of a qualified organization as 
the PSRO for each area 
Designation of any other qualified organi-
zation as the PSRO for an area after 
January 1, 1976, when a professional organ-
ization has been unwilling or unable to 
fulfill the prescribed conditions 
Establishing a National Professional Review 
Council of e l even physicians, and State 
Councils in states having three or more 
PSRO's 
Providing technical assistance to appro-
priate organizations in developing a plan 






Conducting hearings in adverse decisions 
involving more than $100 
Applying sanctions, when necessary, as 
provided for in the 1aw 
Prescribing those regulations necessary to 
implement and administer the program 
An organization, in order to qualify as a PSRO, must 
meet the following criteria (Decker and Bonner, p. 333}: 
Be a nonprofit professional association 
.Membership must be voluntary and not 
constrained by a requirement for 
membership in, or payment of dues to 
a medical society 
Must represent a substantial proportion 
of the practicing physicians (including 
o.o. ·' s) in the designated area 
Must demonstrate its professional 
competence to review heal th care services 
{in a formal plan submitted to the 
Secretary of HEW) 
·should such a professional organi.zation fail to meet these 
condi tic.us 7 the Secr~ta:ry of HEW, as noted above, ,after 
January .1, 1 ·976, may designate any public, nonprofit private, 
or other agency or organization as the area's PSRO, provided 
(Decker and Bonner# p. 334) : 
The final determinations of peer review are 
made by physicians 
That the agreement will not be renewed if 
a qualified professional organization is 
willing and able to become the PSRO £or 
the -area 
Regional norms of care will be utili-zed by the PSRO's 
in their evaluation of ·the necessity for and duration of 
institutional care, appropriateness of the level of -care~ and 
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adequacy and relevance o f t he care provided. Such nonns wi ll 
be based on typical practice patterns for the region as pre -
pared and revised by the National Professional Review Counc il 
under guidelines prescribed by the Secretary of HEW. Based 
on these normative standards, the PSRO is responsible for 
performing the following functions (Decker and Bonner, p. 
334-335): 
Prospective determination of the medical 
necessity and appropriateness for 
elective admissions and extended or costly 
courses of treatment 
Periodic determination and publication of 
selected types and kinds of cases (by 
service, diagnosis, and other criteria) 
for intensive and more effective review 
Regular review of profiles of care for 
selected patient groups, practitioners, 
and other providers of service 
Time specifications for the certification 
of continuing inpatient care not later 
than the regional norm for the 50th 
percentile of length of stay for patients 
in similar age groups with similar diagnoses 
Require physician certification, and support-
ing justification for continued inpatient 
care beyond these specified points in time 
Foster the acceptance of PSRO functions by 
broad physician participation, rotating 
membership on review committees, wide 
specialty representation, and publication of 
PSRO activities in appropriate professional 
publications 
Report any violations of the obligations of 
a practitioner, hospital, or other health 
care facility, agency, or organization, 
under the program, to the State Council 




Notify any practitioner or provider, 
and provide opportunity for discussion 
and review, when any determination denies 
a request for services or identifies a 
violation of any obligation by the 
practitioners or provider 
Notify the pertinent intermediary of 
any disapproved services or items 
PSRO's are also authorized to conduct the following activities 
if necessary and appropriate in the fulfillment of their 
O responsibilities (Decker and Bonner, p. 337-338}: 
0 
Make arrangements to utilize the services 
of practitioners or specialists to conduct 
the necessary review 
Undertake professional inquiry before or 
after, or both before and after, the pro-
vision of any service 
Examine the pertinent records of any 
practitioner or provider 
Inspect the physical facilities in which 
care is rendered 
Utilize the services, and accept the 
findings of area hospital review commit-
tees with demonstrated competence 
Utilize the services of medical societies 
and similar organizations to assist in one 
or more of the review activities, when they 
have demonstrated their capacity to effect-
ively perform these functions in a timely 
fashion 
In order to preclude conflict of interest situations, 
physicians participating in the PSRO review process may 
review the services at a hospital where they have staff 
privileges provided they are not the party responsible for 
the review. However, a physician is not able to review any 
services in which he was directly or indirectly involved, or 
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services rendered in any health care setting in which he or 
his family as a vested interest (Decker and Bonner, p. 335). 
Public participation i n the PSRO progra m manifests it-
self in several ways. The membership of the National 
Professional Standards Review Council must include physicians 
recommended by consumer groups as well as those reconmended 
by health care interest groups and national organizations 
representing physicians. While the National Council's chief 
role is as an advisory body to the Secretary of HEW, it must 
submit an annual report to Congress, the elected represent-
atives of the public. At the State Council level, the 
membership must include fo u r "knowledgeable" public represent-
atives, two of whom are to be recommended by the Governor of 
the state. The State Councisserve as communication and 
coordination links between the independent PSRO's within 
the state and the Department of HEW. Health care practition-
ers (other than physicians) and healt h care delivery units 
providing Medicare/Medicaid services are provided a partici-
patory role through seven to eleven-member Advisory Groups 
which support the State Councils, wh ere they exist, or the 
PSRO's in states without councils. 
The participation of a health care practitioner or 
institution in the Medicare and/or Medicaid program obligates 
them to provide se r vices that meet the criteria of necessity, 
quality, and econo mic appropriateness. Repeated failure to 
do so can result i n the provider's permanent or temporary 
exclusion from the programs, repayment of the improper ser-
vice or a fine of $5,000, whichever is less. Sanctions may 
also be applied for the unlawful disclosure of any data or 
information acquired by a PSRO in the fulfillment of its 
responsibilities. Such data or information is considered 
confidential and is subject to release only on a need-to-know 
basis or as otherwise permitted under regulations prescribed 
by the Secretary of HEW. Violations in this regard can 
result in a fine o f not more than $1000, and imprisonment of 
up to six months, or both (Decker and Bonner, p. 338). 
The money to support th e expenses incurred in the 
operation of the PSRO program at all levels outside the 
government will come from the Hospi t al Insurance Trust Fund, 
which funds Medicare, Pa r t A; the Supplementary Medical 
Trust Fund, which f unds Medicare, Part B; and appropriations 







of HEW is to determine the equitable share of the various 
funds. The PSRO expenses covered under the law include 
(Decker and Bonner, p. 340) :-
Technical, consultative, secretarial 
and clerical services, and compensa-
tion fo -r the National Council 
Reasonable and necessary expenses for 
the State Councils, including the 
cost of the Advisory Groups 
Reasonable and necessary expenses for 
the operation of the PSRO's 
The expense of technical support 
services. to help develop PSRO's 
Implementing the PSRO Program 
Implementation of a nationwide system of peer review 
involves more problems than simply overcoming the organized 
and individual opposition of physicians. Congress' belief 
that such a program could work was based large1y on the 
demonstrated ability of several foundations for medical care. 
Such foundations have generally come about in response to 
private practitioner recognition of the competition that 
large pre-paid group practice organizations present to the 
fee-for-service system (Buck and White, p . 877). In the 
absence of such competition, implementation of a peer review 
system modeled in principle after the medical foundations is 
made difficult nationally because of various geographical, 
political, and social problems. Included in these problems 
are: the major cities seek separation from their states; 
interagency and institutional rivalries exist similar to 
those between medical societies and hospital associations; 
rural residents distrust the "city-slickers"; and the 
inner-city poor want some control over what affects them 
(Decker and Bonner, p. 55-56). 
On December 20, 1973, The Secretary of HEW published his 
proposed area designations for PSRO's in the Federal Register. 
Twenty-five states were divided into 157 PSRO areas while the 
remaining twenty-five states, the District of Columbia, 
Puerto Rico, and the Virgin Islands were designated as single 
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areas. The designation o f these 185 PSRO areas was based 
on the following criteria : 
A PSRO area should not cross state lines 
A PSRO area generally should not divide a 
county 
Existing boundaries of current medical 
review organizations should be considered 
To the extent possible, a PSRO area should 
coincide with the medical service area and 
ensure the broad, diverse representation of 
all medical specialties 
A PSRO area generally should include a 
minimum of approximately 300 licensed 
practicing physicians and a maximum of 
2,500 physicians 
A PSRO area designation should allow 
effective coordination with Medicare/Medicaid 
fiscal agents 
Although several programs were started as early as 1971 
in order to devleop working models of private organizations 
devoted primarily to quality ass e ssment and assurance on an 
areawide or statewide basis, there was not a single opera-
tionally complete PSRO-prototype in existence at the time 
P.L. 92-603 was enacted in 1972 (Sanazaro, p. 1023). The 
major problem areas confronting p r ospective PSRO's included: 
Incorporation of concurrent quality assurance mechanisms 
into the already established utilization review processes 
being carried out at hospitals; defining relationships with 
fiscal intermediaries that were already carrying out claims 
review; developing regional or local norms of care where 
data either did not exist or had to be interpolated into an 
appropriate form from e xisting data-systems; and determining 
what role, if any, nonp hysicians would have in the system . 
Among the first to init i ate t he development of an 
operational PSRO was the Utah State Medical Association 
which began a pilot program called On-Site Concurrent Hospital 






having enrolled 1100 of 1500 eligible physicians and demon-
strated its ability in the review of 34,000 admissions, the 
organization was designated as the conditional PSRO for the 
State of Utah. 
Because it has been sanctioned by the Secretary of HEW, 
and in the general dearth of information describing other 
PSRO programs being implemented, a brief outline of the Utah 
PSRO program follows. Whether the OSCHUR program is repre-
sentive of, or will become the model for, developing PSRO1 s 
is unknown. 
The Utah Professional Review Organization (UPRO) employs 
fourteen nurse-coordinators who have been specifically trained 
(by UPRO) in reviewing the hospital admissions of patients 
covered by subscribing third parties (including, but not 
limited to Medicare and Medicaid beneficiaries). The 
nurse-coordinator works within the participating hospitals 
as an extension of their Utilization Review committees. 
Within one working day of admission, the nurse-coordinator 
screens the need for admission against criteria established 
by the UPRO peer specialty panels and either certifies 
admission need or refers the case to the hospital I s Utilization 
Review committee member who serves as the UPRO consultant. 
At the same time, an indicator of expected length-of-stay 
based upon OPRO norms is applied to the case. The expected 
length-of-stay can be extended by the attending physician 
without formal request. However, if an extension beyond the 
norm is not clearly indicated, the case is submitted to the 
UPRO consultant for review. Length-of-stay and level of care 
is continually monitored throughout the patient's stay, and 
data collection is completed on the patient 1 s last hospital 
day. The data is then compiled for management analysis, 
evaluation, quality assessment and special selected studies 
(Nelson, p. 672). 
As a measure of UPRO's effectiveness, Nelson reports 
that only about 10-percent of the cases reviewed failed to 
meet the peer-established criteria and were thus referred for 
UPRO consultant review. Of those cases subjected to direct 
peer scrutiny, less than 0.2-percent were not resolved in 
dialogue between the UPRO consultant and the attending 
physician (47 of 34,000}. Nelson (p. 672) believes the 
experience of UPRO lends support to the contention that "the 
presence of the review process itself is a deterent to 
requests for unnecessary care". This, of course, is the major 
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assumption on which the PSRO concept has i ts foundat i on. 
While the fragmented private sector was grappli n g with 
difficulties in organization and procedure, the governmental 
apparatus necessary to administer and coordinate the PSRO 
program was being assembled within the Department of Health, 
Education and Welfare. Delegated the tasks of implementi n g 
the policy and operational decisions of the Secretary of HEW 
were the Office of Professional Standards Review (OPSR) and 
the Bureau of Quality Assurance (BQA). Following the 
designation of PSRO areas, OPSR issued guidelines for PSRO 
organization and operation in the form of a PSRO manual 
published in Apr i l, 1974. In November of the same year, new 
Utilization Review regulations were issued by the Secretary 
of HEW following a six-month period of public dialogue af t er 
their initial publication as "proposed regulations" in the 
Federal Register. These new Utilization Review (UR) regula-
tions were similar but not identical to the contents of the 
PSRO manual. However, responsibility for implementing them 
was vested in the Social Security Administration's Bureau of 
He a lth I nsurance, which administers Medicare, and the Medical 
Services Administration of the Social and Rehabilitative 
Service, which administers Medicaid (Sanazaro, p. 1025). The 
separation of PSRO functions and UR functions within the De-
partment of HEW implies a separation along the lines of 
quality assurance and cost control, a distinction which ad-
dresses one of the central questions concerning the objec-
tives of the PSRO concept. 
The new Utilization Review regulations are of signifi-
cance to PSRO implementation because P . L. 92-603 permits 
PSRO's to rely on the review activities of hospital UR 
committees which the local PSRO determine to be effective . 
Accordingly, as stated in the publication of the new regula-
tions (Federal Register, November 29, 1974, p. 41605): 
Effective operation of the hospital review 
system required under these regulations 
should facilitate the development and 
establishment of PSRO's and enable PSRO's 
to concentrate their effor t s on relatively 
smaller areas of questionable professional 
activity. 
During the two-year developmental period (January 1974 







Welfare came under attack from many sides on a continuum of 
issues ranging from unilateral control of program design to 
regulation by bilateral secret contract. Sanazaro charged 
(p. 1025) that while the medical profession understood they 
would have substantial freedom in developing innovative and 
flexible PSRO programs that would fit the needs of the 
various locales, such freedom was eliminated by HEW's enforce-
ment of the PSRO Manual's guidelines as though they were in 
fact regulations, and subsequently by the new Utilization 
Review regulations. Sanazaro stated (p. 1027): 
As augmented and modified by the UR 
regulations, PSRO/UR is being imple-
mented as an operating regulatory pro-
gram of the executive branch of the 
government ••. fri tf9 the local PSRO 
organizations ••• emerging as field 
offices of the Department of Health, 
Education and Welfare. 
While (Dr.) Sanazaro expressed concern over the 
heavy-handedness of HEW, lawyer o. E. Willett expressed con-
cern over defects in P.L. 92-603 which he felt were responsi-
ble for the dominating role HEW was assuming. It was Willett's 
impression that (p. 341-342): 
The PSRO law is at present being implemented 
}2X the awarding of grants and contracts ••• 
~ich is inappropriate becaus]'J the contract-
ing process, if not secret, at least is not a 
public process, /in@the parties to process 
hardly stand in parity ••• (.sinci}the Secretary 
•.• holds the purse strings. 
While the implementation process has often appeared 
mired in these jurisdictional disputes, the fact remains that 
the PSRO law has forced physicians to reexamine their roles, 
and to improve the dialogue among themselves and with agencies 
of the federal government. As the PSRO system continues to 
evolve, the health care delivery system is moving toward .a 
new era. What PSRO may portend for this era is the subject 
of the following chapter. 
III. ASSESSING THE IMPACT OF PSRO 
The cautious approach Congress is taking toward enact-
ment of some form of National Heal th I ·nsurance is in part a 
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reflection of two considerations. First is the realization 
that it may not be possible to simply legislate away all of 
America's health care problems. Secondly, there is a 
general awareness that some of the current problems are the 
result of hastily enacted prior legislation. P.L. 92-603 
thus represents an attempt by Congress to overcome some of 
the consequences of prior legislation, while moving toward 
a method of ensuring the delivery of effective, efficient 
and economic health care to all segments of American Society. 
Whether a national system of peer review will be effective 
remains to be proved. Ultimately, the success or failure 
of the PSRO concept will be measured in terms of its affect 
on quality of care, cost, and any spillover effects imping-
ing on medical malpractice, other health care personnel, 
health care institutions, and the continuing relationship 
and interaction of the private sector and the federal govern-
ment. 
Quality of Care 
As noted previously, the foremost point of contention 
over PSRO's has been what, if any, impact the program will 
have on quality of care. Sanazaro has stated that concurrent 
quality assessment, as called for under PSRO, rests on two 
major assumptions (p. 1027-1028): 
(1) there is a substantial body of 
principles and techniques that, 
properly applied, result in 
predictably superior clinical 
and functional results, and 
(2) that the medical profession can 
advance the concept of quality 
assurance to a near guarantee for 
every patient of maximum achievable 
benefit from hospital care. 
One of the most troublesome points, however, is in 
determining the validity or reasonableness of quality of care 
indices. Efforts to assess quality of care have generally 
been based on information about physician performance (process) 
or the results of care (outcomes). But, as Brook and Appel 
have noted (p. 1323): 
.... Assessment of quality of care on 
the basis of physician performance may 
be inappropriate because many physician 
activities have not been proved to relate 






quality of care on the basis of the 
results of care may be similarly 
inappropriate since the results of 
care depend not only on the medical 
care received, but also on the demo-
graphic, social and economic charac-
teristics of the patient population. 
The medical profession has also contended that being 
held accountable to a set of standards or norms will lead to 
the practice of "cookbook" medicine in that their ability to 
exercise judgment in providing what is "best" for their 
patients will have been usurped. It should be noted, however, 
that a physician's decision with regard to what is "best" 
for the patient is often influenced by what is "best" for the 
physician as well. Evidence of this relationship is substan-
tiated historically by organized medicine's stance against 
capitation payment systems, and by the current proclivity to 
practice "defensive medicine," a practice purported to con-
sume up to 20 percent of all health resources (Ginzberg, 
p. 367}. Also contributing to this situation is the fact 
that: An excess supply of hospital beds (in some areas) and 
the benefit coverage of insurance plans have encouraged 
physicians to keep their "workshop," the hospital, filled. 
If the end result of quality medical care is taken to be a 
"good outcome", and if both the predominant fee-for-service 
and the capitation payment systems yield "good outcomes 11 for 
comparable patients and disease entities, then the physician's 
ability to provide quality medical care is not so much the 
issue. The issue is in fact his ability or freedom to select 
and utilize resources that are "best" for him and which he 
judges to be "best" for his patient. 
Tied to the "cookbook medicine" argument is the con-
tention that quality medical care will suffer in the long-run 
because innovation will be stifled. While this may be true 
to some extent in the general case, it should be noted that 
few patients expect "innovative" treatment from their attend-
ing physicians. Advances in medicine that have resulted in 
the average physician being able to render an improved 
quality of care have more often come about through specifically 
directed research and technical breakthroughs than through 
practitioner innovation. Furthermore, the norms established 
by PSRO's are not meant to remain fixed, but should be 
continually reviewed and revised to reflect the dynamic 
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nature of medical science. Since quality of care implies the 
application of the most effective and efficient medical care 
processes during a relevant time frame, a PSRO's failure to 
modify its norms as new information becomes available would 
result in the delivery of less than optimal health services. 
This would be a situation analogous to an aging physician 
failing to participate in continuing medical education; it 
does not necessarily hurt the physician or the unknowing 
patient, but inferior quality is the net result. 
Possibly the most significant impact that PSRO can have 
on quality of care is through linking the results of the 
review process to medical education. In a paper reviewed 
and approved by the National Professional Standards Review 
Council, Jessee, et al, state (p. 668) that a prime function 
of PSRO review isto: 
•• • help practioners identify what may 
often be unsuspected problem areas and 
thereby to develop the means for 
their solution and for improvement of 
the health care system. 
Although PSRO is not directly tied to continuing medical 
education, the PSRO should work closely with hospitals, 
medical schools, and medical societies and associations in 
order to make information feedback an integral part of the 
system. Jessee and his associates noted that such feedback 
integrated with continuing medical education programs would 
provide a cyclical pattern on which to evaluate both programs 
(p. 669): 
Review of patient care identifies topics 
for continuing education, and continuing 
education is evaluated through follow-up 
review. Application of this concept through 
regional programs of peer review and educa-
tion should produce changes in health-profes-
sional behavior that will assure the provision 
of high-quality medical care. 
cost 
The passage by Congress of legislation calling for the 
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that body's tacit acceptance of the major assumption that 
there is so much overutilization of high-cost health resources 
that anticipated savings will exceed the expense of yet 
another federal program. Just what the program costs of the 
PSRO program will be is indeterminant at this time. A staff 
paper of the National Professional Standards Review Council 
estimated the annual cost of the entire program to run from 
$50 - $100-million (Hospitals, 16 May 1975, p. 52). Ignoring 
the costs of the governmental apparatus overseeing the program, 
Michigan Blue Shield estimated that the annual budget for a 
single PSRO would amount to about $330,000 (Welch, p. 293-294). 
If this is a reasonable estimate which can be taken as a 
mean . value, multiplying the figure by 157 PSRO areas yieids a 
cost in excess of $51-million. To this amount must be added 
the cost of the various State and National Councils plus the 
government apparatus in order to derive a full price tag for 
the system. In a profile of the present administration's 
budget requests for 1977, a recent issue of National Health 
Insurance Reports (2 February 1976, p. 4) notes a proposed 
outlay of $62-million for the continued development of PSRO' s, 
and quotes Secretary of HEW Mathews as saying that an additional 
$27-million would be obligated from Medicare and Medicaid funds 
to pay for the actual costs of review. Secretary Mathews was 
further quoted as having stated that 27-percent of all hospital 
admissions (presumably the proportion of Medicare/Medicaid 
beneficiaries) can be reviewed by 1977 and may save the govern-
ment (and the public) as much as $150-million. 
With the current annual costs of the Medicare and Medicaid 
programs running in the neighborhood of $21.5-billion, it should 
be noted that the high estimate of the annual PSRO program cost 
($100-million) amounts to less than one-half of one-percent of 
the public funds involved in that one program! If the 
Secretary's estimated cost-savings are added to the high estimate 
of the PSRO program cost, it can be inferred that one-quarter 
of a billion dollars of unnecessary care will have been avoided. 
This, however, still only represents just over one-percent of 
the total public funds involved. While a positive rate-of-re-
turn-on-investment may manifest itself in the early years of 
PSRO, as physicians learn to play by or circumvent the program 
it will become much more speculative as to whether the program 
is reducing unnecessary resource utilization. Because of the 
marginal return on investment in both money and physician time, 
Ginzberg (p, 367)questions whether it would be more fruitful to 
apply the time and funds to analyze "data about poor quality care 
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that are already available to public and private agencies but 
have not led to corrective action." Moreover, he states 
(Ginzberg, p. 366): 
It would be better to obtain professional 
agreement about a few major types of bad 
medical practice and to take remedial 
action against them than to attempt to 
establish broad standards of quality. 
If savings are in fact realized as a result of the PSRO 
program, then it appears to be a valid solution to the 
economic optimization problem that concerned Congress; How 
to minimize the cost of financing the medical care for a 
considerable segment of the American people subject to a given 
(desired) level of effectiveness? Effectiveness in this case 
is measured in terms of the delivery of the right care in the 
right setting at the right time, i.e. conforming to the norms, 
standards and criteria established by each PSRO. To do other-
wise would constitute an inefficient utilization of resources. 
Because the costs of the Medicare and Medicaid programs are 
variables based on the number of people enrolled and making 
use of the programs during any particular year, it wo u ld not 
be realistic to turn the economic model around in order to 
maximize effectiveness sub j ect to some dollar constraint. 
The argument that PSRO is concerned only with costs and 
not quality arises from the dif f iculty in quantifying effective-
ness. Quality implies a subjective continuum of values 
ranging from "good" to "bad." Since minimum cost implies a 
summation of the dollar totals of all bills presented for care 
provided Medicare and Medicaid beneficiaries, one must neces-
sarily look to see where and how the public's money is being 
spent. Congress' interest in a mechanism that would promote 
the delivery of the most efficient and effective care per 
public dollar spent reflects their concern over where t h e money 
is going. Preliminary data for the Medicare program for fiscal 
1975 shows that 9.5-million bills totaling $9.0-billion were 
submitted for reimbursement under Medicare Part-A which covers 
the costs of hospitalization and related care. Short - term 
hospitalizations were responsible for BS-percent of all bil l s 
approved and 95-percent of Part-A total reimbursements. Under 
Medicare Part-B, the supplemental medical insurance which 
covers physician and non-inpatient services, 74.8-million bills 










January 1976, p. 2). Summary data on the Medicare program 
for fiscal 1969-1970 put administrative costs as a percent 
of benefit payments at 3.1-percent for medicare Part-A and 
11.0-percent for Medicare Part-B (Krizay and Wilson, p. 73). 
If the assumption of high-cost health resource over-
utilization is correct, a shift to the delivery of more care 
on an outpatient basis may reduce Medicare and Medicaid 
costs in the short-run. However, because ancillary services 
in hospitals have been used to subsidize the basic daily 
charge (Ward, p. 67), such a shift may culminate in an upward 
trend in basic daily charges. The hospitals' financial situa-
tion could also worsen because of the time-lag between in-
flationary pressures and changes in the maximum allowable 
charges reimbursed under Medicare or Medicaid. Another 
consideration is that because PSRO will establish certain 
procedural criteria per disease entity, it is possible 
{though unlikely) that there will be an upward trend in the 
number of procedures carried out , rather than a leveling down. 
While this implies that the practice of defensive medicine is 
• the exception rather than the rule, the cost of an increased 
number of criteria-prescribed services could only be offset 
by a corresponding reduction in the price of the service, if 
the system is to remain at least as well off as it was before. 
As a final note concerning the issue of cost in the PSRO 
program, it should be mentioned that a portion of the total 
program cost will be for reimbursement of physician-reviews. 
This is significant not because of any absolute dollar amount 
involved, but because in the past physician-reviewer parti-
cipation in utilization review and medical audit procedures 
has been a matter of fulfilling staff-privilege responsibili-
ties, and has been done on a "voluntary" basis. 
Spillover Effects 
There is little doubt that the creation of norms under 
the PSRO program will impact on the malpractice issue. The 
primary question is, however, whether the effect will be 
positive or negative. A positive effect would result in a 
reduction in the number of malpractice suits, whereas a 
negative effect would be the converse. While the purpose of 
the PSRO system is to review care provided Medicare and 
Medicaid beneficiaries# the norms of care established must be 
based on the level of care provided the total patient-popula-
tion of the PSRO area. Accordingly, any patient may evaluate 
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the care he receives relative to the standards prescribed 
under PSRO. If the patient-population perceives deviation 
from the norms as a cause for filing suit, then the incidence 
of malpractice suits may increase. This pattern conceivably 
could be influenced by the increased exposure physician 
practices will have under the PSRO program. On the other 
hand, if the current volume of malpractice suits initiated 
is a reflection of the practice of inferior medicine, the 
application of peer review requiring accountability to a 
set of norms, coupled with continued medical education, may 
reduce the bases for malpractice claims and, in turn, reduce 
in absolute terms the number of cases filed. 
Public Law 92-603 and the PSRO program introduces an 
interesting paradox into the health care delivery system. 
At a time when there is a growing nwnber of paramedical and 
physician-extender personnel filling the ranks of the "health 
care team" approach to the provision of medical care, the 
law excludes their participation in the determination of where 
and how the most effective and efficient care can be given, 
although they are "expected to particpate with physicians in 
developing norms, criteria and standards for those conditions 
provided jointly," (Miller, p. 81). Nurses, for example, 
must have their "already established standards of practice" 
certified by the PSRO before they can be implemented (Miller, 
p. 81). The same is true for physical therapists, inhalation 
therapists, et cetera. Accordingly, if the issue that PSRO 
stifles innovation has any validity, it is in this regard. 
The practice standards of all nonphysician health care person-
nel must receive the 11blessing 11 of the local PSRO or risk 
nonpayment for a service that is non-allowable, and thus 
non-reimbursable. 
While PSRO activity is directed toward the control of 
physician behavior, the interdependence of physicians and 
hospitals can only result in the program having a substantial 
impact on the health care institutions. Because the law per-
mits the PSRO to make use of the institution's Utilization 
Review committee if it is deemed "effective", hospitals should 
be motivated to get their programs in order since it would 
mean the infusion of additional federal funds. Thus, a pro-
gram which must be conducted in order to qualify for Medicare 
and Medicaid participation as well as JCAH accreditation would 
receive a proverbial "shot in the arm." On the other hand, 











PSRO could have an adverse affect on certain types of 
hospitals. If proprietary hospitals are indeed under-
utilizing services as some observershave charged, higher 
standards imposed by the PSRO could result in a leveling-up 
of services in the proprietary hospital, thereby reducing 
its profit margin. At the other extreme, major medical 
training centers with heavy loads of difficult cases and 
higher costs could also be jeopardized by the established 
norms. And lastly, if there is a surge toward increased 
laboratory and radiologic work conducted in commercial 
clinics outside the hospital setting as a result of increased 
ambulatory care, the financial margin of most hospitals will 
suffer further pressure. 
For those libertarians who argued against Medicare and 
Medicaid a decade ago, the further intervention of the fed-
eral government in the health care system as manifested in 
P.L. 92-603 must confor:m to their most dire prediction: The 
infusion of federal .money will, in the end , result in the loss 
of individual or private control over the delivery of health 
care services in the United States. It should be noted, 
however, that the element of control was initially aimed at 
the beneficiaries, rather than the providers. Although 
Medicare includes some deductible and cost-sharing provisions, 
it is more akin to an income transfer, since the bulk of the 
bill is being footed by the current working public. As a 
modified social welfare program, the initial intent of 
Medicare was to ensure that public dollars earmarked for 
health care were actually used for such care by the benefi-
ciaries of the program. The focus of control now, however, 
has shifted 180-degrees and is aimed at the providers as a 
result of their various abuses of the system. 
Opponents of the PSRO system have argued that because of 
the power and authority vested in the Secretary of HEW, the 
delivery of health care in the United States is now virtually 
under the unilateral control of this official and his under-
lings, As noted by Willett (p. 343): 
Even i£ the Secretary does not purposely 
impose direct control over medical practice 
by a Washington-based bureaucracy, there is 
legitimate concern that administrative con-
venience may lead to the regimentation of 
medical practice. 
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If t he private sector cannot rally itself to the job at 
hand, t here is li t tle do ubt that the federal government will 
be ready to assume yet a larger role i n the health care 
system. PSRO may well constitute the one last chance the 
private sector has . As noted by Sanazaro (p. 1028), HEW's 
Forward Plan For Health, 1977-1981 describes a massive national • 
effort aimed at, 
... the support, policy guidance, and 
regulation of private sector quality as-
surance programs that measure health 
care quality and attempt to correct 
deficiencies resulting from inappro- 0 
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